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When $80B is not $80B; HC
reform quantified

Senate Finance _Committee (SEC).will cost the
industry about a quarter of that amount. Net of
incremental sa!es,ﬂwe calculate $22B over fen vears,
Annually, we estimate a cost of $4B per year, or 6% of
total U.S. profits over 2010-2013. After 2013, we
estimate a cost of $1B per year, or 1% of total U.S.
profits. Pharma’s $80B contribution will be offsat by: 1)
$5B from incremental sales from the donut hole 50%.
discount program; 2) $22B from additional seniors
eligible for catastrophic coverage; and 3) $35B from
incremental sales from expanded Medicaid coverage
{beginning 2014). See exhibit on right. Pharma could
also take list price increases io offset negatives.

Healthcare reform as envisioned by Senafe a
potential stock muitiple positive for pharma. We
agree with the consensus view that resolution of
healthcare reform would lift a pharmaceutical sector
overhang and facilitate generalist money flows.

But investors need to bear in mind negative impact
on earnings. The negative impact on earnings starts in
2010 but diminishes over time as pharmaceutical
utifization grows. The increase in minimum Medicaid
rebate (from 15.1% to 23%) will be retroactive o
January 1, 2010, and pharma’s funding of 50% of the
“donut hole" coverage gap begins July 1, 2010. New
Medicaid eligibility does not start until 2014,

...And there is still marginal risk of a bigger hitto
pharma coming out of conference committee. Given
that the House of Representatives bill seeks to have
HHS negotiate with pharma and apply Medicaid rebates
to Medicare dual eligibles (low income seniors), there is
a risk that Congress ends up tagging pharma more than
expected. However, we assume Obama administration
makes avery effort to keep its $808 promise to pharma —
otherwise it risks a loss of credibility in other industry
legisiative processes (financial services, energy, etc.).
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There are § sections in this 9-page report: 1) When is $80B Not Really $8087, 2} Donut Hole and Catastrophic Coverage
Benefit, 3) Medicaid Coverage Benefit, 4) Caveats, 5) Appendix.

Exhibit 1

We estimate PhRMA’s $80B deal will cost $22B net of incremental sales

($B) A 2010F 2011E 2012E 2013E 2014E 20158 2016E 2017E 2018E 2019E 2040-19

PhRMA Pledge* (84.8) (365) (37.2) (§7.5) ($8.0) ($8.5) (39.3) (39.7) (310.2) ($10.8) (3823
Cumulative cost to Phamma 8% 14% 22% 31% 4%  51% 63% 75%  87%  100%

Incremental Sales 04§24 $30 %28 $52  §78 102 111 $118 5134 8678

Incremental Operating Income $0.3  §22  $27 825 847 $68 8.2 #1600 3106 8120 8614
Cumulative ramp-up in incremental operating incoma 1% 9% 13% 20% 32% 47% 63%  80% 100%

Net Pretax Cost - (§4.3) (34.4) (54.5) (34.9) ($3.3) (1.7} ($0.) $03 S04 33 (5212

Tax Benefit (Expense) at 25% marginat rate 305 %05 305 §07 302 (301} (306) (30.6)' (30.7y (30.9) '($0.4)

Net After-Tax Cost ($3.8) ($39) (§39) (54.3) (53.0) (31.9) (30.6) (30.4) ($0.3 %04 ($217)

6% 6% 6% 6% A% 3% A% 1% 0% 1% -3%

Percent of annual industry profits

*The $238B indusiry fee is consitered an excise tax, and thus, will not be 2 dedustible expense against corporate faxes.
Wa astimate cost of donut hole discounts assuming program is effective 7/1/10; cost of Medicald provisions are allocated according to CBO ests. of Subtitle F.

Source: Cengressional Budget Oifice, Kaiser Family Foundation, Morgan Stanley Research

WHEN IS $80B NOT REALLY
$80B?

When it's really $22B

We estimate that PhRMA's contribution to health care reform
will cost only $22B net of incremental sales over the next ten
years. Investors should note that our estimates are theoretical
and could be subject fo significant revision. Incrementai sales
from closing the Medicare Part D (outpatient senior drug
benefit) donut hote and expanding Medicaid coverage could
offset 75% of the total cost of PhRMA’s piedge (see exhibit 1).
We used data from the Congressional Budget Office’s (CBO)
“analysis of the Patient Protection and Affordable Care Act
released on Nov. 18, 2009 and from the Kaiser Family
Foundation's analysis of Part D prescription drug spending in
2007 for our calculations. (Note: we refer to PhRMA's pledge
as $80B on the first page because that is how investors know
the deal. However, the deal currently stands at $82.3B as

shown in exhibit 2).

The $82.3B deal includes $208 foward covering 50% of
branded drug costs in the donut hole and $388B toward
increasing the Madicaid rebate from 15.1% to 23% and toward
extending rebates to Medicaid HMO enrollses. We note that
the Senate bill also includes a $23B industry fee (excise tax)
plus changes to the inflationary rebate, which would set base
prices for new drug formulations equal to the base price of

existing formulations (see exhibit 2). In exchange, expanded
Medicaid coverage and donut hole coverage will gensrate
significant revenues for pharma. We allocate the costs of
PhRMA’s pledge as follows: we malch the costs of donut hole
coverage to start on Jul. 1, 2010; we maich the costs of higher -
Medicaid rebales with the CBQ’s estimates of savings {o the
government; and we allocate the $23B industry “fee” evenly
over the 10-year period, or $2.38 each year.

Exhibit 2

Estimated Breakdown of Original PhRMA Deal
($B) Pledge
Meadicare Part D Donut Hole Coverage ($20.4)
Total Medicaid Provisions {$38.4)
increase Medicaid rebates (15.1% to 23%) '
Extend rebates to Medicaid HMO enrollees
Expand 340B program {$0.5)
Industry Fee {excise fax) ($23.0)
Total 10-year PhRMA pledge (pretax) {$82.3)

Source: Morgan Stanley Research
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We estimate that the net after-tax cost of PhRMA’s $80B
pledge could be $22B. '

Net of incremental operating income, we estimate a pretax cost
of $21.2B to pharma. Mowever, the $23B industry "fee”
represents an excise tax that cannot deducted against
corporate income taxes. Although thefte will be some tax
offsets during the early years of the deal, we anticipate a
negative tax impact in out-years once incremental sales ramp
up. Pharma will take the biggest hit to earnings over the early
years of the deal. Over 2010-2013, we estimatle an average
negative earnings impact of 8% on total U.S. profits. As
pharmaceutical utilization increases, we estimate that the
negative impact on total U.S. profits will drop to 1% on average
after 2013. We believe that the deal could even have a positive
impact on total U.S. profits by 2019 {see exhibit 1).

We caleulate additional operating income of $61B
cumulative over 2010-2019 (30% margin on $68B in
additional sales from the PhRMA deal)

We believe that these provisions position pharma to generate
additional sales of $68B over ten years, or $6.8B per year on
average (see exhibit 3). This would represent a 2% increase in
revenues based on 2008 IMS sales of approx. $3C0B.
Assuming 90% pratax margins, we estimate $618 in
incremental operating income from the PhRMA deal.
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rate. After incremental sales ramp-up, we calculate a 1%
negative hit to earnings over the 2014-2019 period. Pharma’s
net cost diminishes in the middle of the decade and could turn

positive in 2019,

Exhibit 4
Hit to operating income diminishes after 2013 once

incremental sales ramp up
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Exhibit 3
We estimate $68B in incremental sales from PhRMA

deal over ten years

($B)

Donut hole fill-in (starts July 1, 2010} 5
Catastrophic coverage* (staris July 1, 2010) 25
Expanded Medicaid coverage (starts 2014) 38
Total 68

"More patients pushed through the donut hole
Source: Morgan Stanley Research

Majority of revenue offsets will not begin untii 2014

We compare the incremental positives and negatives of the
PhRMA deal in-exhibit 4. Pharma would take the biggest hit
during the early years of the deal since many costs would be
incurred irrespective of any offsetting revenue. For example,
the increase in the Medicaid rebate would be effective Jan. 1,
2010 while eligibility would not expand untif 2014. Over
2010-2013, we estimate a 6% hit o total U.S. profits based on
$300M in total sales, 30% pretax margin and 25% marginal tax

Source: Congressionat Budget Office, Kaiser Family Foundatfion, Morgan Stanley Research

We do not believe that the PhRMA deal will be a net
positive for the industry over the nex{ ten years.
One estimate pointed to $115B in incremental drug sales from
the PARMA deal. According to a recent “The Pink Sheet” '
article, some staffers on the Democratic Finance Commitiee
hypothesized that the $23B industry fee (excise tax) was
calculated from a 20% fee based on incremental pharma sales
over the next 10 years from health care reform. They backed
into $115B in incremental pharma revenue. Based on 2008
IMS sales of approx. $300B, this would translate to 4% sales
growth from the PhRMA deal alone, which is double our
estimate of 2%. For comparison, the incremental sales benefit
from Medicare Part D was approx. 3-4% in 2006. But SFC has
rebuked that estimate and asserts that the $23B industry fee is
not based on any particular revenue assessment.

Exnibit 5
PhRMA deal could boost industry sales by 2%

10-Year Avg. Yrly % of Total

(S;B) . Total Sales  Industry Sales

Part D Donui Hole Coverage $294 $2.9 1.0%
Expanded Medicaid Elgibility 338.4 $38 1.3%
Total Incremental Sales §68 36.8 2.3%
Incrementai COGS/ OpEx 368 367
incremental Operating Income $61 $6.1 2.1%

Source: Company data, Morgan Staaley Research
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We do not expect Healthcare Reform to be as big a boost
to drug sales as Medicare Part D was {(particularly before
Medicaid coverage is expanded).

Before 2014, we only expect some henefit from 50% donut hole
coverage. And the sales benefit from additional Medicaid
coverage starting in 2014 wili be limited by the number and mix
of incremental insureds under both plans. Under the PhRMA
deal, Medicaid eligibility would be extended to 15M additional
people by 2019, versus 25M seniors who enrolled in Medicare
Part D in 2006. Further, we expect incremental Medicaid drug
spending to be skewed toward acute care for single parents
and children {i.e. vaccines and prenatal care) and generic
drugs. In contrast, Part D coverage is skewed toward seniors -
and maore expensive chronic care.

Medicare Part D boosted drug saies by 3-4% in 2008.

For reference, we estimate that Part D was responsible for
3-4% of total growth in drug sales in 2006. The rate of growth in
drug sales was approx. 6% in 2005, one year before Medicare
Part D went into effect. In 20086, the first year that seniors were
eligible for Part B, drug sales increased 9% to approximately
$2808. The boost from Medicars Part D was short-lived. The
rate of growth in drug saies declined fo 4% the following year

{see exhibit 6 and 7).
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EXIVOIL 7
Part D was a short-lived boost to TRx growth

Monthly YOY TRx Growth (Part D effect highlighted)
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Exhibit 8
Peak in growth rate of drug sales coincided with the

launch of Medicare Part D in 2006

2004 2005 2006 2007 2008

Sales ($B) S 240 $ 254 $:277 8 288 § 2w
YOY Growth 6% 9% 4% 1%
TRX {M) 3435 3545 3706, 3807 3843
YOY Growth 3% 3% 5% 3% 1%

Source: IMS Heafth, Morgan Stanley Ressarch

Sourcer IMS Heaiib, Morgan Stanley Resaarch

TWO PART D SALES BENEFITS

-- DONUT HOLE &
CATASTROPHIC COVERAGE

We expect $26.5B in incremental operating
income from donut hole and catastrophic
coverage in Medicare Part D

PhRMA wilf contribute $20B to offer 50% discounts for drugs
purchased in the donut hole; But we expect a $26.58 increase
in drug demand on the heels of this program. This includes two
components: $4.6B from seniors who would otherwise reduce
spending in the donut hole and $21.98 from additional seniors
who progress into the catastrophic coverage phase (see exhibit
8 on next page). Hence, we calculate that incremental drug
spending in the donut hole and catastrophic coverage phase
will more than offset the 50% Part D rebate pledge of $20.4B.

Greater sales in the donut hole explained; we expect $4.6B
in incremental operating incoma

In 2007, 3.4M seniors were subject to the donut hole {14% of all
Part D participants). On average, seniors remained in the donut
hole for 4 months and reduced drug spending by 11% while
subject to the gap. Based on data from the Kaiser Family
Foundation, we estimate that pharma stands to lose $700M in
sales in 2010 i the donut hole continues to grow. Under heaith
care reform, we estimate pharma can recover half of those
sales and generate incremental operating income of $300M in
2010.- We estimate that annual incrementa! operating income
will grow to $600M by 2018 (see exhibit 8 and Appendix). For
simplicity purposes, we are assuming that 50% donut hole
coverage starting July 1 yields essentially a full year
benefit to sales since a majority of seniors hit the donut

" hole In the second half of the year. However, we note that




Morgan Stanley

this may overstate the revenue benefit because some
seniors may have used more pharmaceuticals in 2010 if
they had 50% donut hole coverage prior to July 1st.

Greater catastrophic coverage sales explained; we
estimate that seniors being “pushed through” the donut
hole to catastrophic coverage will enerate $21.98 in
incremental operating profit for pharma

In their Nov. 18 score of the Senate health reform bill, CBO
estimates that increased catastrophic coverage will cost
Medicare $19.5B. We assume that these incrementai costs to
the government are 80% of incremental revenues for pharma.
Pharma's revenues will be higher than $19.5B because
Medicare only pays for 80% of drug costs in the catastrophic
phase {ptan contributions and coinsurance make up the rest).
Hence, we estimate $24B in incremental sales over the next
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decade. Assuming a 20% incremental pretax margin on these
additional sales, we estimate an additionaf $21.98 in operating

profits to the industry.

More Part D beneficiaries will progress into the catastrophic
coverage phase as their financial obligation in the donut hole is
effectively haived by the PhRMA deal. Although pharma will
offer 50% discounts for drugs purchased in the donut hole,
Medicare wiil base eligibiiity for catastrophic coverage on
pre-discount prices. More seniors will reach the catastrophic
coverage phase earlier each year.

We note that although CBO overestimated the cost of Part
D, itis impossible to know if it Is over or under-estimating
new pharmaceutical spending under Heaithcare Reform.

Exhibit 8

We Calculate A Net Benefit From Donut Hole Coverage

($B}

2010E 2011E 2012E 20M3E 2014E 2MM5E 2016E 2017E 20M8E 2019E 2010-19

incrementat Sales from Donut Hole Coverage

Dollar value of coverage gap‘ per enrollee (§0s)*

Annual reduction in drug spending per enrollee ($0s)™

Opportunity cost to Pharma (lost sales in $B) u [$0.7) (80.8)
Increm. sales from donut hole cbverage 13 $04 304
Increm. Op. Income from donut hole coverage¢ $03 S04

3,756 4,526 4,315 4,624 495 5312 5893 6102 6540 7009

(214) (229) (246) (263) (282) (303) (324) (348) (372)  (399)
508) (30.9) ($1.0) (31.0) (81.1) (812 (31.3) ($14) ($10.9)

$04 S04 305 $05 %06 306 $06  $07 $5.4
$0.4 304 304 $05 $05 $05  $0.6

$0.6 $4.6

Incremental Sales from Additional Part D Enrollees Reaching the Catastrophic Coverage Phase

Incremental Costs to Medicaresd - %0 %18
Incremental Drug Sales J 800 %20
incrementat Operating income ¢ $0.0 $1.8
Total Cost of Medicare Donut Hole Coverage ($20.4)
Incremental Op;érating Income. $26.5
Net Benefit (Cost) to Pharma §6.1

Footnotes and Comments

$21  $19  $18  §18 %22 324 $25  §32  $195

$26 $24 $23 §23 328 330  §31 $40  s2d4
$24 321 s20 $20 25 %27

$28 4§36 $219

* Kaiser estimates that the gap will doubie from $3051 in 2007 to $5102 in 2017 (7.2% CAGR). We continue to grow our donut hoie estimates by 7.2% bit 2017-19.
** Batwean 2007-17, we astimate tat the reduction in drug spending by enrollees subject fo the gap grows at the same rate as the caverage gap (7.2% CAGR).
= Kaiser eslimates that 3.4M seniors were subject to the coverage gap in 2007. For simplicity, we assume that estimate remains constant betwesn 2007-2019.

1 We estimate that Pharma can recapture 50% of lost sales after coverage gap discounts are implemented.
& We assume 90% incremental pretax margins, These esfimates do not include the cost of Part D discounts. These costs are aiready reflected in PhRMAs pledge.

& Congresslonal Budget Office Estimates (numbers may not add due to rounding).

J We assume ihat incremental costs fo Medicare translate into additional drug sales. Note: Medicare only covers 80% of the cost of drugs in catastrophic coverage.

Source: Congressional Budget Office, Kaiser Family Foundation, Morgan Staniey Research
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MEDICAID COVERAGE BENEFIT

Expanded Medicaid/CHIP coverage will cover an
additional 15M non-elderly people.

PhRMA pledged $38B toward increasing the Medicaid rebate
from 15.1% to 23.1%, toward extending rebates to Medicaid
HMO enrollees, and toward adding an additional rebate for new
formulations of existing drugs. These provisions will be appiied
for drugs dispensed after Dec. 31, 2009. In exchange,
Medicaid/CHIP coverage will be extended to 6M non-eiderly
people with incomes below 133% of the federal poverty ling
beginning in 2014. By 2019, that number will grow to 15M
people. In their Nov. 18 score of the Senate bill, CBO
estimates that incremental Medicaid/CHIP outlays will add
$384B fo the federal deficit. However, the total cost will be
higher because the CBO estimates do not include state
contributions (approx. 10% of the total cost). Although the
Federal government and individual states typically spiit
Medicaid costs 60-40, the Federal government wiil pay for 90%
of incremental Medicaid enrollees on average.

MORGAN STANLEY RESEARCH
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We estimate $34.6B in incremental operating income over
the next decade, which will not fully offset PhRMA’s
Medicaid contributions.

We estimate that approx. 8% of incremental Medicaid spending
will go toward outpatient prescription drugs, or $417 per
incremental enrollee in 2014 and $580 per incremental enrollee
in 2018 (7% CAGR). For reference, we estimate that Medicaid
préscription drug spending averaged $280 per enrollee in 2007
based on 53M Medicaid enrollees and $15B in total out-patient
prescription drug expenditures (per Kaiser estimates).
Medicaid expansions could translate to incremental pharma
revenue of $2.58 in 2014, which we expect to grow to $8.7B by
2019, Assuming incremental pretax margins of 90%, we
estimate $34.6B in incremental operating income over the next
decade from Medicaid expansions (see exhibit 9). Net of
additional operating income, we estimate a net cost of $3.8B to
pharma over the next ten yaars,

Exhibit 8

Pledges For Medicaid Nof Fully Offset By Expanded Medicaid Coverage

{$B)

20108 2011E 2012E 2013E 2014E 2015E 20M6E 2017E 2018E 2019E 201015

Cumulative Additiona! Medicaid/CHIP Beneficiaries i
Incremental Federal Medicaid/CHIP Outlays™
Incrementai Federal + State Medicaid/CHIP Outlaysn

Incremental Drugs Sales™*
Incremental Drug Sales per Additional Medicaid enralles

Incremental Operating Income ¢

Total Cost of Medicaid Provisions (338.4)
incremental Operating Income $346
Net Benefit {Cost} to Pharma {$3.8)

Footnotes and Comments
*Congressional Budge! Office estimates.

6 10 14 14 15 15
$250 $480 3890 §750  $80.0 $87.0 33840
$27.8 $33.3 §76.7 §833 §8B9 %67
$25 $48 68 §75  sBD BT §384
$417 3480 $493 §538 3533 §58C

§23 843 %62 6.8 §72 78 38

*“We estimate that outpatient drug spending will equai 9% of incremental Medicaid spending.
= CBO nofes that the Federal government will pay on avg. 90% of incremental Medicaid costs (Fedaral government typically pays abouf 57% of Medicaid spending)

& We assume 80% incremental pretax margins.

Source: Gompany data, Morgan Stanley Research
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CAVEATS

The heaithcare debate remains in flux

PhRMA scored a significant victory when Sen. Bill Nelson’s
amendments 1o the SFC bill were defgated on Sept. 24. Neiscn
sought to impose $110B in new costs on the pharmaceutical
industry, of which $53B would be used to close the donut hole.
Although PhRMA’s $80B contribution appears safe for now,
Nelson has indicated that he may re-introduce his amendmenis
when the bill hils the Senate floor for debate. Pharma’s
situation could potentially worsen once the entire Senate
debates the bill. Additicnally, the House version is more
onerous to pharma. The Mouse's plan to extend Medicaid
rebates to dual eligibles and give HHS direct pricing authority
could theoretically push pharma’s cost to $140B.

We based many estimates on extrapoiated data
We used Medicaid Part D spending data from 2007 to estimate
tha incremental benefit from donut hole coverage.
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Comprehensive cata for 2008 is not available. We believe that
the danut hole has affecied more senjors since 2007 (Kaiser
estimate was 3.4M). As a result, there may be greater upside
to incremental operating income from donut hole coverage.
Additionally, our estimates are sensitive to CBO esiimates. We
take our data from the most recent CBO score released Nov.
18. We note that the CBO revised their estimates on
incremental Medicaid costs and Part D spending twice since
their original score released Sep. 16. Should future CBO
estimates contain similar upward revisions, we woufd expect
greater upside to our incremental sales estimates.
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APPENDIX

Brief overview of the Part D donut hole

In 2007, Part D plans paid for 75% of total drug costs up to
$2,400 (after a $265 deductibie). Between $2,400 and 35,451
in {ofal drug costs, seniors were responsible for 100% of those
costs (hence, the coverage gap or “donut hole™). The donut
nole of $3,051 in 2007 is expected to double by 2017 (7.2%
CAGR) according to Kaiser. In 2009, the coverage gap is
$3,454. The coverage beyond the upper end of the donut hole
($5,451 in 2007) is called catastrophic coverage. Medicare
pays 80% of catastrophic coverage and the plan pays 15%

(totai coverage 95%).

In August 2008, the Kaiser Family Foundation published their
analysis of prescription drug spending by seniors subject to the
Part D coverage gap during 2007 (the first full year of
enrollment in Part D plans for many beneficiaries). Based on
IMS data, Kaiser estimated that 3.4M seniors were subject
to the donut hole in 2007 {14% of all Part D participants).
Our estimates do not reflect the fact that more senjiors are
likely subject to the donut hofe today.

Using data from Kaiser's analysis of 2007 Part D drug
spending, we estimate that seniors reduced drug

spending by an average of 11% per month while subject to

the donut hole - .
Kaiser notes that the average reduction varies based on when

seniors reach the donut hole during the calendar year. While
subject fo the donut hole, Kaiser found that 20% of seniors
subject to the coverage gap stopped taking their medication

completely, skipped doses, or switched to cheaper alternatives.

A similar study published by Health Affairs in Feb. 2009 found
that seniors who entered the donut hole (but did not reach the
catastrophic phase) reduced monthiy drug spending by 11% in

2008.

MORGAN STANLEY RESEARCH

November 23, 20093
Large Cap & Specialty Pharmaceuticals

Exhibit 10
Total Drug Spending by Part D Enrollees who
Reached the Coverage Gap in 2007

Avg, Monthly  Avg. Monthly  Reduction in

When Enroilee
Spending Pre-  Spending Drug

Reached Coverage % of

Gap Enrolles = Gap During Gap Spending
January-March 5% $1,063 §713 -33%
Agpril-dune 23% $508 $395 -20%
July-September 35% 3318 $293 -8%
October-November 3% $229 $259 13%
Weighted Avg. Mthly Spending $366 $325 1%
Average Months in Gap 432
Weighted Avg, Yrly Spending 34,395 $4,221 -4.0%
($174)

Source: Kaiser Family Foundation, Margan Stanley Research

We estimate $364M in ineremental revenues from donut
hole coverage in 2010

We estimate that average monthly drug spending reduced from
$366 prior to the coverage gap to $325 during the coverage
gap in 2007. On average, seniors remain in the donut hole for
4.2 months. Annuaiized, we estimate that senfors subject to
the coverage gap reduced annual drug spending by 4% on
average (see exhibit 10). For simplicity, we assume that
pharma could have recaptured 50% of these lost sales had the
PhRMA deal been in place. We estimate that incremental
revenue from donut hole coverage would have been $295M in
2007 (based on 3.4M Part D enrollees who were subject to the
donut hole). We grow our estimate of incremental revenue to
match the CAGR of the donut hoie estimated at 7.2% between
2007-2017. In 2010, we estimate that the incremantal sales to
pharma will be $364M from 50% denut hofe coverage
(excluding the benefit from more seniors progressing into
catastrophic coverage) (see exhibit 7). Assuming a 90% pretax
margin on incremental sales, we estimate incremental
operating income of $5B over ten years. For simplicity
purposes, we are assuming that 50% donut hole coverage
starting July 1 yields essentiafly a full year benefit to sales
since a majority of seniors hit the donut hole in the
second half of the year. However, we note that this may
overstate the revenue benefit because some seniors may
have used more pharmaceuticals in 2010 if they had 50%
donut hole caverage prior o July 1st.
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Further reading:

The Medicare Part D Coverage Gap: Costs and
Consequences in 2007, The Henry J. Kaiser Family
Foundaticn, August 2008.

www.kff org/medicare/upload/7811 pdf

Congressional Budget Office’s analysis of the Patient
Protection and Affordable Care Act, Nov. 18, 2009.

www.cho.gow/doc.cim?index=10731
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that they have not received and will not receive direct or indirect compensation in exchange for expressing specific recommendations or views in this

report: David Risinger. . )
Unless otherwise stated, the individuals listed on the cover page of this report are research analysts.

Global Research Conflict Management Policy

Morgan Stanley Research has been Fub!ished in accardance with our conflict management pelicy, which is available at
www.morganstanley.com/institutionaliresearch/conflistpolicies,

Important US Reﬂulatory Disclosures on Subject Companies

As of Getober 30, 2009, Morgan Stanley beneficially owned 1% or more of a class of comman equity securities of the following companies covered in

Morgan Stanie-sy Research: Bristol-Myers Squibb Co, Forest Laboraiories Inc., Pfizer Inc,
0, 2008, Morgan Staniey held a net long or short position of US$1 million or more of th
Eli Lilly & Co., Forest Laboratories Inc., Merck &

e dabt securities of the following issuers cavered

As of October
in Morgan Staniey Research (including where guarantor of the securities): Bristol-Myers Squibb Co,
Co., Inc., Pfizer Ing, .
Within the last 12 months, Morgan Staniey has received compensation for investment banking services from Rristoi-Myers Squibb Co, Eli Lilly & Ca.,
Forest Laboratories Inc., Merck & Co., Inc., Pfizer inc.
In the next 3 months, Morgan Stanley expects to receive or intends to seek compensation for investment banking services from Bristoi-Myars Squibb
Co, Eli LHly & Co,, Forest Laboratories Inc., Merck & Co., inc., Pfizer Inc.
n for products and services other than investment barking

Within the last 12 months, Morgan Si’anle'y & Co. incorporated has received compensatio

services from Brisi:ol~MKers Squibb Co, Eli Lilly & Co., Merck & Co., Inc., Pfizer Inc.

Within the last 12 months, Morgan Stanleg has provided or is providing investment banking servicgs to, or has an investment banking client
aboratories Inc., Merck & Co., Inc., Pfizer Inc.

refationship with, the following company: ristol-Myers Squibb Co, Eli Lilfy & Co., Forest L. .
Within the last 12 months, Morgan Stanley has either provided or is provid!i( non-investment banking, securities-related services to andfor in the past

n
has entered into an agreement to provide services or has a client rei'aticmsh?p with the foliowing company: Bristol-Myers Squibb Co, Eli Lilly & Co.,

Forest Laboratories Inc., Merck & Co., Inc., Pfizer inc.
Morgan Stanley & Co. Incorporated makes a market in the securitios of Bristol-Myers Squibb Co, Eli Lilly & Co., Forest Laboratories Inc., Merck & Co.,

Inc., Pfizer inc.

The equity research anal]ysts or strategists principally responsible for the preparation of Morgan Stanley Research have received compensation based

gpo}xj‘ various factors, including quality of resaarch, investor client feedback, stock picking, competitive factors, firm revenues and overall investment

anking revenues.

The fixed income research anal}(sts or strategists principally responsible for the preparation of Morgan Stanley Research have received compensation

based upon various factors, including quality, accuracy and value of research, firm profitability or revenues {which include fixed incoms trading and

capital markets profitability or revenueg), client feedback and competitive factors. Fixed Income Research analysts' or strate?ists' compensation is not
particular trading desks.

linked to investment banking or capital markets fransactions performed by Morgan Stanley or the profitability or revenues s
in Morgan Stanley Research, including market making,

Morgan Stanley and its affiliates do husiness that relates to companiesfinstruments coverad

providing liquidity and specialized trading, risk arbitrage and other proprietary trading, fund management, commercial banking, extension of credit,

investment sesvices and investment banking. Morgan Staniey sells to and buys frem customers the securitiesfinstruments of companies covered in
Morgan Stanley Research on a principal basis. Morgan Stanléey may have a position in the debt of the Company orinstruments discussed in this report.
Certain disclosures listed above are also for compiiance with appiicable regulations in non-US jurisdictions. :

STOCK RATINGS

Morgan Stanley uses a relative rating system usin? terms such as Overweight, Equal-welg
Morgan Stanfey does notassign ratings of Buy, Hold or Sell to the stocks we cover. Overweil
equivalent of buy, hold and sell. Investors should carefully read the definiti i

Morgan Stanley Research contains more compiete information congerning the analyst's views, investors shoul
Research, in its entirety, and not infer the contents fram the rating alone. in any case, ratin? : ed
investment advice. An investor's decision to buy or sell a stock should depend on individual circumstances {such as the investor's existing heldings)

and other considerations.
Global Stock Ratings Distribution.

{as of Cctober 31, 2009)

For disclosure Opurposes ong {in accordance with NASD and NYSE requirements), we include the category heaa‘ings of Buy, Hold, and Sell alongside

our ratings of Overweight, Equal-weight, Not-Rated and Underweight, Morgan Stanley does not assign rafings of Buy, Hold or Sell to the stocks we
asent recommended relative

cover, Qverweight, Equal-weight, Not-Rated and Undenweight are nof the equivalent of buy, hold, and sefl but repr 1 (
uirements, we correspond Qverweight, our mast positive stock rating, with a buy

weightings c}see definitions below). To satisfy regulatory req
recoemmendation; we correspond Equal-weight and Not-Rated to hold and Underweight to sell recommendations, respectively.

ht, Not-Rated or Underweight (see definitions below).
ght, Equal-weight, Not-Rated and Underweight are not the

Coverage Universe - Investment Banking Clients {IBC)
% of % of % of Rating

Stock Rating Category Count " Totat Count  Total IBC Category
Overweight/Buy 875 37% 277 40% 32%
Equal-weight/Hold 1082 46% 318 45% 29%

Not-Rated/Hold 25 1% 3 0% 12%
Underweight/Sall 392 17% 87 13% 22%
Total 2,375 685
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Data include common stock and ADRs currently assigned ratings. An investor's decision to buy or sell a stack should depend on individual
circumstances gguch as the Investor's existing foldings) and other considerations. Investment Banking Clients are companies from whom Morgan

Staniey or an affiliate received investment banking compensaticn in the last 12 months.

Analyst Stock Ratings
Overweight (0). The stock’s total refurn is expected to exceed the average tetal retum of the analyst's industry (or industry team’s) coverage universe,

on a risk-adjusted basis, over the next 12-18 months. )
Equal-weight (E). The stock’s total return is expected to be in line with the average total retun of the analyst's industry {or industry team's) coverage

universe, on a risk-adjusted basis; over the next 12-18 months.
Not-Rated (NR). Currently the analyst doeg naot have adequate conviction about the stock’s total return refative to the average total return of the

anaiyst's industry _?or industry teamé) coverage universe, on a risk-adjusted basis, over the next 12-18 months.

Underweight (U). The stock’s total retum is expected to be below the average fotal return: of the analyst's industry (or industry team's) coverage
universe, on a risk-adjusted basis, over the next 12-18 months.

Unless otherwise specified, the time frame far price targets included in Morgan Stanley Research is 12 to 18 maonths.

Analyst Industry Views
Aftractive (A): The analyst expects the performance of his or her industry coverage universe over the next 12-18 months to be attractive vs. the

relevant broad market benchmark, as indicated below.
in-Line {I}: The analyst expects the performance of his or her industry coverage universe over the next 12-18 months to be in line with the relevant

broad market benchmark, as indicated below.

Cautious {C}: The analyst views the performance of his or her industry coverage universe over the next 12-18 months with caution vs. the relevant
broad market benchmark, as indicated below.

Benchmarks for each reqgion are as follows: North America - S&P 500; Latin America - relevant MSCI country index or MSCI Latin America index;
Europe - MSCI Europe; Japan - TOPIX; Asia - relevant MSCI country index.

Important Disclosures for Morgan Staniey Smith Barney LLC Customers
be available about the companies or topics that are the sublect of Morgan Stanley Research. Ask your

Citi investment Research & Analysis (CIRA) research reports me(\:y
Financial Advisar or use Research Center to view any avaiiable CIRA research reports in addition to Morgan Stanley research repors.
Important disciosures regarding the relationship between the companies that are the subject of Morgan Staniey Research and Morgan Stanley Smith Barney LLC, Morgan

Stanley and Citigroup Global Markets inc. or any of their affifiates, are available on the Morgan Stanley Smith Barney disclosure website at

www.morganstanieysmithbamey.com/researchdisciosures.
For Morgan Stanley and Citigroup Global Markets, inc. specific disclosures, you may refer to www.morganstanley.com/researchdisclosures and

https:/Awww.citigroupgeo.com/geopublic/Disclosures/index_a.htmi.
Each Morgan Stanley Equity Research report is reviewed and approved on behalf of Morgan Stanley Smith Barney LLE. This review and approval is conducted by the
same parsan who reviews the Equity Research report on behalf of Morgan Stanlsy. This could create a conflict of inferest.

Other Important Disclosures
Morgan Stanley produces an equity research product called a "Tactical Idea.” Views contained In a "Tactica! ldea” on a particular stock may be contrary to the

recommendations ar views expressed in research on the same stock. This may be the result of differing time horizons, methodologias, market events, or other factors, For
all rasearch avaiizble on a pariicular stock, please contact your sales representative or go to Client Link at www.morganstaniey.com.

For a discussicn, if applicable, of the valuation metheds and the risks related to any price targets, please refer to the latest refevant published research on these stocks.
Morgan Stanley Research does not provide individually tailored investmant advice. Morgan Stanley Research has been prepared witheut regard to the individual financial
circumstances and objectives of persons who receive it. Morgan Stanley recommends that investors independently evaiuate particular investments and strategles, and
encourages investors o seek the advice of a financial adviser. The appropriateness of a particular investment or strategy will depend on an investor's individuat '
circumstances and objeetives. The securilies, instruments, or strategies discussed in Morgan Stanley Research may not be suitable for all investors, and certain investors

may not be eligible to purchase or participate in some or 2l of them.

Morgan Stanley Research is not an offer to buy or sell or the sclicitation of an offer to buy or sel! any securityfinstrument or to participate in any particular trading strategy.
The "Important US Regulatory Disclosures on Subject Companies” section in Morgan Stanley Research lists all companies mentioned where Morgan Stanfey owns 1% or
more of a class of common equity securities of the companies. For all other companies mentienead in Morgan Stanley Research, Morgan Sianley may have an invesiment
of lass than 1% in securitiesfinstruments or derivatives of securities/instruments of companies and may trade them in ways different from those discussed in Morgan Staniey
Research. Employees of Morgan Stanley not invelved in the preparation of Morgan Stanley Research may have investments in securities/instruments or derivatives of
securifies/instruments of companies mentioned and may frade them in ways different from those discussed in Margan Stanley Research, Derivatives may be issued by
Morgan Stanley or associated persons

With the exception of information regarding Morgan Stanley, Morgan Stanley Research is based on public infermation. Morgan Stanley makes every effort fo use refiable,
comprahansive information, but we make no representatiory that it is accurate or complete. We have no obligation to tell you when opinions or information in Morgan Stanley
Research change apart from when we intend %o discentinue eguity research coverage of a subject company. Facts and views presented in Morgan Stanley Research have
not been reviewed by, and may not reflect infornation known to, professionals in other Morgan Staniey business areas, including investment banking personnei.

Morgan Stanley Research personnel conduct site visits frorm time to time but are prohibied from accepting payment or reimbursement by the company of travel expenses

for such visiis.
The value of and income from your investments may vary because of changes in interest rates, foreign exchange rates, default rates, prepayment rates,

securiiesfinstruments prices, market indexes, operational or financial conditions of companies or other factors. There may be time limitations on the exercise of options or
other rights in securities/instruments transactions. Past performance is not necessarily a guide to future performance. Estimates of future performance are based on
assumptions that may not be realized. If provided, and unless otherwise stated, the closing price on the cover page is that of the primary exchange for the subject company's

securities/instruments.
Margan Stanley may make investment decisions or take proprietary positions that are inconsistent with the recommendations or views in this report.

To our readers in Taiwan: Information on securitiesfinstruments that trade in Taiwan is distributed by Morgan $tanlay Taiwan Limited ("MSTL"). Such information Is for your
reference only. Information on any securitiesfinstruments issued by a company owned by the government of or incorporated in the PRC and listed in on the Stock Exchange
aof Hong Kang ("SEHK"), namely the H-shares, Inciuding the component company stacks of the Stock Exchange of Hong Kong ("SEHK")'s Hang Seng China Enterprise
index; ar any secusiies/instruments issuad by a company that is 30% or more directly- or indirectly-ownad by the gavermnment of or a company incorporated in the PRC and
traded on an exchange in Hong Kong or Macau, nameiy SEHK's Red Chip shares, including the component company of the SEHK's China-affiliated Corp Index is
distributed only to Taiwan Securitles Investment Trust Enterprises ("SITE"). The reader should independently evaluate the investment risks and is solely respansible for
their investment decisions. Mergan Stanley Rasearch may not be distributed to the public media or quoted or used by the putiic media without the exprass written consent
of Morgan Staniey. information on securitiesfinstruments that do not trade in Taiwan is for informational purposes only and is not to be construed as a recommendstion or
a solicitation to frade in such securifies/instrumenis. MSTL may not execute transactions for clients in these securities/instruments.
To our readers in Hong Kong: Information is distributed in Hong Keng by and on behalf of, and s attributable to, Morgan Stanley Asia Limited as part of its regulated
activities in Hong Kong. If yous have any quaries congerning Morgan Stanley Resedrch, piease contact our Hong Kong sales representatives.
Morgan Stanley Research i disseminated in Japan by Morgan Stanley Japan Securities Co., Lid.; in Hong Kong by Morgan Stanley Asia Limited {which accepts
responsibifity for its contents); in Singapore by Morgan Stanley Asia TS‘Singap::ore) Pte. (Registration number 1992062982] andfcr Morgan Stanley Asia {Singapore)
Securities Pta Ltd (Registration number 200008434H), regulated by the Monetary Authorly of Singapore, which accepts responsibility for its contents; in Australia to
Morgan Stanjey Australia Limited A.B.N. 67 003 734 5786, holder of Austrafian financial services

~wholesale clients” within the meaning of the Australian Comporations Act by / . " 00
license No. 233742, which accepts responsibility for its contents; in Australia to "wholesale clients™ and “retail clients” within the meaning of the Australian Corporations Act

by Morgan Stanley Smith Bamey Austraba Pty Lid {A.B.N. 19 009 145 555, holder of Australian financial services license No. 240813, which accepts responsibility for its
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contents; in Korea by Morgan Stanley & Co Infernationai pic, Secul Branch; in India by Morgan Staniey India Company Private Limited; in Canada oy Morgan Stanley
Canada Limited, which has approved of, and has agreed lo take responsibility for, the contents of Morgan Stantey Research in Canada: in Germany by Morgan Stanley
Bank AG, Frankfurt am Main and Morgan Stanley Private Wealth Management Limited, Niederassung Deutschland, requlated by Bundesanstalt fuer :

is supervised by the Spanish Securities Markets

Finanzdienstleistungsaufsicht (BaFin); in Spain by Morgan Staniey, S.V., S.A, a Morgan Stanley group company, which
[ search nas been written and distributed in accordance with the rules of conduct applicable to financial research as

Limited, authcrzed and requiated by the Financial Services Authon 3 i i

advice of their Morgan Staniey & Co. Inlemational plg or Morgan Staniey Private Weaith Management representative about the investments concemed. RIMB Morgan
Stanley (Proprietary} Limited /s a member of the JSE Limied and regulated by the Financial Services Board in South Afica. RMB Maorgan Staniey (Proprietary) Limited is
a joint veniure owned equally by Morgan Stanley international Holdings Inc. and RMB [nvesiment Advisory {Proprietary) Limited, which is wholly cwned by Firstfand
Limited,

The information in Morgan Stanley Research is being communicated by Morgan Stanley & Ca. Intemational plc (DIFC Branch), regulated by the Dubai Financial Services
Authority (the DFSA), and is directed at wholesale customers only, as defined by the DFSA. This research will only be made available to a wholesate cusiomer who we are
satisfied meets the reguiatary criteria to be a client.

The information in Morgan Stanley Research is being communicated by Morgan Stanley & Co. Internationat pic (QFC Branch), regulated by the Qatar Financial Centre
Regulatory Authority (the market counterparties only and is not intended for Retail Customers as defined by the

ag Ty ity (the QFCRA), and is directed at business customers and
FCRA,
stated here, are not within the scope of Investment advisory

As required by the Capital Markets Board of Turkey, investment information, comments and recommendations
activity. lnvestment advisory service is provided in accordance with a contmct of engagement on investment advisory concluded between brokerage houses, portfolic
management companies, non-deposit banks and clients, Comments and recommendations stated here rely on the individual opinions of the cnes providing these
comments and recommendations. These opinians may not fil to your financiar status, risk and retum preferences. For this reason, to make an investment decision by relying
solely to this information stated here may not bring abaut outcomes that it yaur expactations,

party data providers make no warranties or

The frademarks and service marks contained in Morgasn Stanley Research are the properly of their respective awners. Third-
eteness, or timeliness of the datz they provide and shall not have liability for any damages of any kind refating fo

representations of any kind relating to the accuracy, compl

such data. The Giobal Industry Classification Standard ("GIC8") was deveioped by and is the exclusive property of MSC| and S&P.
Morgan Staniey Research, or any portion thereof may not be reprinted, sold or redistributed withcut the written consant of Morgan Stanley,
Morgan Stanley Research is disseminated and avaiizble primarily electronically, and, in some cases, in printed form.

Additional information on recommended securities/instruments is available on request,
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Rating {as of} Price (11/20/2009}

Company {Ticker)

David Risinger :

Bristol-Myers Squibb Co (BMY.N) ++ $24.46
Eli Lilly & Co. (LLY.N) U (07/14/2008) $36.59
Forest Laboratories Inc. (FRX.N) O {11/03/2009} $28.57
Merck & Co., Inc. {MRK.N) E (11/12/2009) 536.46
Pfizer Inc {PFEN) O (08/10/2009) $18.36

Stock Ratings are subject o change. Please see lalest research for each company.
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